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“They sicken of the calm, 
who knew the storm.” 
— Dorothy Parker

Hurricanes form off the coast of the United States every 
year. Many never make landfall, but as this hurricane season 
has shown—already the most expensive on record, with a 
preliminary damage estimate of $184 billion1—they can be 
devastating. We see a parallel dynamic in the global economy: 
A number of storm fronts are forming off the coast of what is 
otherwise a calm environment.  

First, the good news: The world’s major economies have been 
logging steady growth in the single digits, and Purchasing 
Managers’ Indices – widely viewed as leading indicators of 
business conditions – are above the critical level of 50 for most 
regions, indicative of likely economic expansion (Display 1).

But there are a number of potential risks on the horizon. 
Last month, we discussed the North Korean standoff. 
Here we examine other possible threats to our otherwise 
positive outlook.

Interest rates: Watch out for an upward spiral

The coming normalisation of interest rates is something for 
which investors should prepare. Rates are still low, and the precise 
timing of rate increases remains uncertain. Yet we are starting to 
see strong evidence of upward pressure on interest rates. 

Quantitative easing (QE) in recent years has, by reducing interest 
rates, fuelled corporate demand for debt. Since corporate debt 
trades at a spread to Treasuries, lowering the overall level of interest 
rates also lowered the cost of corporate debt. This was intended 

1 https://en.wikipedia.org/wiki/List_of_costliest_Atlantic_hurricanes
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DISPLAY 1

Economic growth rates have normalised . . .     . . . and key indicators are healthy  
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DISPLAY 2

Recent borrowings: Less supportive of productivity 
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productive investments.

Last five-years
Companies have borrowed 
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to encourage companies to borrow and 
invest the proceeds in productive capital 
equipment that would drive profitability. 
They did their share of borrowing, but 
instead of investing productively they used 
vast amounts of the proceeds to repurchase 
their own shares (Display 2). 

Possible “one-two” punch for equities

The buybacks served as a significant 
pillar of support for stock prices, but 
unfortunately drove corporate debt-
to-revenue ratios higher. As a result, 
companies’ capacity to take on additional 
debt has diminished just as we are 
starting to see the surge in investment 
that central banks sought. Against a 
healthy global economic backdrop, 
capital investments are now looking 
attractive and companies are finally 
starting to invest in earnest in productive 
assets—but they are doing so just as 
interest rates are rising. The timing is 
going to cost them. 

We believe this capital investment is 
necessary and will eventually lead to 
improved productivity, but it has to 
be financed. With already high debt-
to-capital ratios and climbing interest 
rates, corporations may need to fund 
their investments by issuing stock. Two 
dynamics – the depressing effect of 
higher borrowing costs on earnings and 
the issuance of new equity – are likely to 

be set in motion. Taken together, they 
have the potential to pose downside risk 
to equities. 

Government debt: A problem of 
global proportions

Corporations are not the only ones 
that will suffer from higher interest 
rates. Major central banks around the 
world – including the U.S., China, 
Europe and Japan – sharply increased 
their debt levels over the past decade. 
Higher interest payments would have the 

potential to damage budgets and cause 
deficits to balloon, which could lead to 
more contractionary fiscal policies than 
people envision at this point. The U.S. 
Congress and president are discussing tax 
cuts, but with the looming prospect of 
rising interest payments, they may find 
themselves in a position where they have 
to revert to tax increases. Consumers 
would also suffer from higher interest 
rates, particularly in the U.S. and the 
UK, where household debt is relatively 
high (Display 3).
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DISPLAY 3

Government debt remains high . . . 
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. . . and household debt adds to the burden 
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2 Board of Governors of the Federal Reserve System. The Federal Reserve’s Balance Sheet. Table 1. Factors Affecting Reserve Balances. https://www.
federalreserve.gov/monetarypolicy/bst_fedsbalancesheet.htm Accessed 19 October 2017.

DISPLAY 4

Mortgage spreads could widen when Fed unloads MBS

2.0

1.5

1.0

0.5

0.0

-0.5
2007 2008 2009 2010 2011 2012 2013 2014 2015 20172016

2.5

%

2000

1000

0

Fed MBS Holdings

USD Millions

Bloomberg Barclays 
US MBS Index Yield Spread 
over Treasuries (LHS)

The index performance is provided for illustrative purposes only and is not meant to depict the 
performance of a specific investment. Past performance is no guarantee of future results. See 
disclosure section for index definitions. Source: Bloomberg, the Fed, as of 30 September 2017.

Although the Fed has already indicated 
that it intends to raise rates and shrink 
its balance sheet, the market continues 
to disbelieve it. Comparing the Fed 
funds rate with the futures market 
shows a big gap: Fed officials are 
expecting one more hike this year and 
three in 2018, yet the market is pricing 
in only one to two hikes in 2018—
either the Fed or the market is wrong. 
Given the underlying strength in the 
global economy and pickup in business 
investment, it could be that this time 
the market is misjudging.

A flood of mortgage-backed 
securities

Of the $4.4 trillion assets on the Fed’s 
balance sheet, $1.8 trillion were in 
mortgage-backed securities as of the 
end of September, accounting for more 
than a third of total MBS outstanding 
in the market.2 The Fed plans to reduce 
its MBS balance to roughly one trillion 
dollars by the end of 2021. 

Tapering plans call for rolling back 
around $4 billion of MBS inventory each 
month for the remainder of this year – not 
enough to affect MBS trading. In 2018, 
however, the Fed plans to reduce MBS 
inventory by approximately $160 billion, 
which is quite substantial given that net 
issuance for 2016 came in at $229 billion 
and is on pace for about $300 billion this 
year. This means investors will need to 
absorb about $400 billion in mortgages in 
2018. The excess supply will be significant 
enough to complicate mortgage issuance 
for agencies and potentially cause a 
widening of yield spreads in the mortgage 
market (Display 4).

Political storms: Expect  
the unexpected

There are also potential storms 
with both political and economic 
dimensions. President Trump’s 
recent comments about cancelling 
Puerto Rico’s debt dealt a blow to the 
municipal bond market, serving as 
an example of how his unexpected 
and extreme positions can whipsaw 
financial markets. 
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DISPLAY 5

Pensions & insurance firms own vast amount of debt securities 
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The appointment of the new Fed chair is 
around the corner, too. If that person ends 
up being significantly more hawkish than 
Yellen—someone like John Taylor, for 
example—it could lead to policy changes 
that would have to be priced into market 
expectations and this could potentially 
result in an increase in market volatility. 

Europe: Decentralising forces

There are political storms brewing in 
Europe, too. With Catalonia comprising 
20% of the Spanish economy, their 
separatist vote caused a spike not only 
in Spanish bond yields, but also those of 
Portugal and Italy, relative to German 
bunds. Along with the economic 
contagion into peripheral countries, 
there seems to be a degree of political 
contagion as well. Two northern 
regions in Italy, Lombardy which 
includes Milan and Veneto, where 
Venice is located, held nonbinding 
referendums in October, during which, 
more than 90% voted in favour of 
greater autonomy. Meanwhile, Poland, 
Hungary and even the Czech Republic 
are becoming increasingly resistant to 
the European project. 

These decentralising forces could 
be destabilising for both equities 
and fixed income, leading to greater 
volatility despite the positive economic 
perspective on the region. In Poland, 
for example, the ruling right-wing PiS 
party is noticeably anti-German, and 
has even raised the issue of reparations 
from World War II. Businesses are just 
shrugging it off, given how closely Poland 
is linked economically to Germany, but 
we have seen other instances in which 
the popular will is not supportive of the 
country’s economic interests. 

European pension funds and 
insurance: Duration mismatches 

As yields have fallen, eurozone pension 
funds and insurance firms have increased 
their holdings of debt to nearly four 
trillion euro,3 driven by their need to 
match the present values of their assets 

and liabilities. Their holdings currently 
dwarf those of the European Central 
Bank (ECB) securities held for monetary 
policy (Display 5). 

As yields have fallen—to even negative 
levels in some instances—the present 
value of future liabilities has increased, 
forcing pension schemes to invest 
more into a falling market simply to 
close the duration gap between assets 
and liabilities. This dynamic helps 
explain how longer-term negative yields 
can persist.

The fall in yields has been exaggerated 
by convexity effects. Because most of 
these bonds have longer maturities— 
historically, more than 95% have 
maturities greater than two years4—the 
convexity of pension and insurance 
liabilities is higher than that of their assets. 
As rates declined, the duration of their 
liabilities extended more rapidly than their 
assets, accentuating a duration mismatch 
and forcing them to buy even more into a 
falling rate environment.

To some extent, insurers and pension 
funds are currently under-hedging their 
duration risks so that when rates start to 

move up they can seek to hedge at a more 
profitable level. Nonetheless, rising rates 
will likely cause the duration of liabilities 
to fall more rapidly than that of assets. 
The mismatch is likely to trigger selling of 
debt securities and magnify the upward 
pressure on rates. 

Germany: Alt-right headaches

In Germany, the growth of the far-
right party, Alternative for Germany, 
is another potentially destabilising 
political risk. As the third-largest 
party in the Bundestag, they would 
become the official opposition if Merkel 
cannot form a government with the 
smaller parties and were forced into 
another grand coalition with the 
Social Democrats. This would give 
them a strong voice in Parliament and 
potentially create uncertainty about the 
direction of German policy.

Japan: Finding a path  
to normalisation

Whilst the Japanese snap election 
in October strengthened Japanese 
Prime Minister Shinzo Abe’s position, 
behind the scenes there continues to be 

3 Of a total debt level for Europe of nine trillion euros.
4 Source: ECB’s statistical data warehouse.
5 Once a tropical cyclone reaches maximum sustained winds of 74 miles/119 kilometers per hour or higher, it is classified as a hurricane, typhoon or cyclone 
depending upon where the storm originates. Source: National Ocean Service – National Oceanic and Atmospheric Administration U.S. Department of 
Commerce. https://oceanservice.noaa.gov/facts/cyclone.html
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discussions on how to wind down the 
massive economic stimulus over time.

China: Inflation as Achilles’ heel

The potential hurricane for China, or 
rather typhoon, since it would come 
from the Pacific,5 is the massive buildup 
in government debt. This has not been 
a problem yet because the government 
has so much control over the economy. 
If interest rates start rising globally, 
though, it will be hard for Chinese rates 
to remain insulated. 

The Chinese government keeps 
the economy growing by printing 
money, which works well in a low-
inflation environment. In a high-

inflation environment, however, it 
could become counterproductive and 
exacerbate inflation woes. Although 
this risk is distant, worldwide economic 
normalisation could lead to inflation in 
China. This is the Achilles’ heel of the 
Chinese growth model.

Passing storms and rainbows

Although several storms are brewing, 
some will dissipate or resolve themselves. 
One or more of them could, however, 
materialise and cause significant market 
disruptions. Whilst forecasting the 
probability of landfall is an inexact 
science, investors need to have a plan for 
taking shelter. 

At this juncture, we consider it wise 
to selectively reduce risk. Rather than 
arbitrarily raising cash, we seek to 
determine which areas of the market 
are most vulnerable and position 
our portfolios in a way that will help 
minimise the potential for damage. One 
obvious approach to mitigate the fallout 
from a sharp and unexpected rise in 
interest rates is to reduce duration. The 
goal would be to reinvest and potentially 
profit from the rebound when the 
rainbow appears—an outcome we view 
as extremely likely, given the strength of 
the underlying economy. 
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IMPORTANT DISCLOSURES 
This commentary is for use of Professional Clients only, except in 
the U.S. where the material may be redistributed or used with the 
general public. 
The views and opinions are those of the author as of the date of publication 
and are subject to change at any time due to market or economic conditions 
and may not necessarily come to pass. Furthermore, the views will not be 
updated or otherwise revised to reflect information that subsequently 
becomes available or circumstances existing, or changes occurring, after 
the date of publication. The views expressed do not reflect the opinions 
of all portfolio managers at Morgan Stanley Investment Management 
(MSIM) or the views of the firm as a whole, and may not be reflected in 
all the strategies and products that the Firm offers. 
Forecasts and/or estimates provided herein are subject to change and may 
not actually come to pass. Information regarding expected market returns 
and market outlooks is based on the research, analysis and opinions of 
the authors. These conclusions are speculative in nature, may not come 
to pass and are not intended to predict the future performance of any 
specific Morgan Stanley Investment Management product. 
Certain information herein is based on data obtained from third party 
sources believed to be reliable. However, we have not verified this 
information, and we make no representations whatsoever as to its 
accuracy or completeness. 
The information herein is a general communications which is not impartial 
and has been prepared solely for information and educational purposes 
and does not constitute an offer or a recommendation to buy or sell 
any particular security or to adopt any specific investment strategy. The 
material contained herein has not been based on a consideration of any 
individual client circumstances and is not investment advice, nor should 
it be construed in any way as tax, accounting, legal or regulatory advice. 
To that end, investors should seek independent legal and financial advice, 
including advice as to tax consequences, before making any investment 
decision. 
There is no assurance that a strategy will achieve its investment objective. 
Portfolios are subject to market risk, which is the possibility that the 
market values of securities owned by the portfolio will decline. There is 
the risk that the Adviser’s asset allocation methodology and assumptions 
regarding the Underlying Portfolios may be incorrect in light of actual 
market conditions and the Portfolio may not achieve its investment 
objective. Share prices also tend to be volatile and there is a significant 
possibility of loss. Concentration in a single region may make the 
portfolio more volatile than one that invests globally. The portfolio’s 
investments in commodity-linked notes involve substantial risks, including 
risk of loss of a significant portion of their principal value. In addition to 
commodity risk, they may be subject to additional special risks, such as 
risk of loss of interest and principal, lack of secondary market and risk of 
greater volatility, that do not affect traditional equity and debt securities. 
Currency fluctuations could erase investment gains or add to investment 
losses. Derivative instruments can be illiquid, may disproportionately 
increase losses and may have a potentially large negative impact on 
the portfolio’s performance. The risks of investing in emerging market 
countries are greater than the risks generally associated with investments 
in foreign developed countries. In general, equity securities’ values also 
fluctuate in response to activities specific to a company. Fixed-income 
securities are subject to the ability of an issuer to make timely principal 
and interest payments (credit risk), changes in interest rates (interest-
rate risk), the creditworthiness of the issuer and general market liquidity 
(market risk). In the current rising interest-rate environment, bond prices 
may fall and may result in periods of volatility and increased portfolio 
redemptions. Longer-term securities may be more sensitive to interest 
rate changes. In a declining interest-rate environment, the portfolio may 
generate less income. The use of leverage may increase volatility in the 
Portfolio. Stocks of small-capitalization companies carry special risks, 
such as limited product lines, markets and financial resources, and greater 
market volatility than securities of larger, more established companies. 
Charts and graphs provided herein are for illustrative purposes only. 
Past performance is no guarantee of future results. 
The indexes are unmanaged and do not include any expenses, fees or sales 
charges. It is not possible to invest directly in an index. Any index referred 
to herein is the intellectual property (including registered trademarks) 
of the applicable licensor. Any product based on an index is in no way 
sponsored, endorsed, sold or promoted by the applicable licensor and 
it shall not have any liability with respect thereto. The MSCI Emerging 
Markets Asia Index captures large and mid-cap representation across 
8 Emerging Markets countries. With 535 constituents, the index covers 
approximately 85% of the free float-adjusted market capitalization in each 
country. The MSCI India Index measures the performance of the Indian 
equity market. The Tokyo Stock Price Index (TOPIX) is the composite 
index for the Tokyo Stock Exchange (TSE) tracking all domestic stocks from 

the First Section of the exchange. The index is a measure of the market 
value changes of the common stocks on the TSE. The MSCI Emerging 
Markets Europe, Middle East and Africa Index is a free float-adjusted 
market capitalization weighted index that is designed to measure the 
equity market performance of the emerging market countries of Europe, 
the Middle East & Africa. The MSCI Emerging Markets Latin America 
Index is a free float-adjusted market capitalization index that is designed 
to measure equity market performance of emerging markets within Latin 
America. The MSCI Emerging Markets Latin America Index consists of 
the following 5 emerging market country indices: Brazil, Chile, Colombia, 
Mexico and Peru. The S&P 500® Index measures the performance of the 
large cap segment of the U.S. equities market, covering approximately 75% 
of the U.S. equities market. The Index includes 500 leading companies 
in leading industries of the U.S. economy. The EURO STOXX 50 Index 
is a market capitalization-weighted stock index of 50 large, blue chip 
European companies operating within Eurozone nations. The universe for 
selection is found within the 18 Dow Jones EURO STOXX Super sector 
indexes, from which members are ranked by size and placed on a selection 
list. The EURO STOXX Small Index is weighted by free-float market 
cap and represents the small cap companies of 11 Eurozone countries: 
Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, 
the Netherlands, Portugal and Spain.
This communication is not a product of Morgan Stanley’s Research 
Department and should not be regarded as a research recommendation. 
The information contained herein has not been prepared in accordance 
with legal requirements designed to promote the independence of 
investment research and is not subject to any prohibition on dealing 
ahead of the dissemination of investment research. 
This commentary is only intended for, and will be only distributed 
to, persons resident in jurisdictions where distribution or availability 
would not be contrary to local laws or regulations. 
There is no guarantee that any investment strategy will work under all 
market conditions, and each investor should evaluate their ability to 
invest for the long-term, especially during periods of downturn in the 
market. Prior to investing, investors should carefully review the strategy’s 
/ product’s relevant offering document. There are important differences 
in how the strategy is carried out in each of the investment vehicles. 

EMEA
This communication was issued and approved in the United Kingdom 
by Morgan Stanley Investment Management Limited, 25 Cabot Square, 
Canary Wharf, London E14 4QA, authorized and regulated by the Financial 
Conduct Authority, for distribution to Professional Clients only and must 
not be relied upon or acted upon by Retail Clients (each as defined in 
the UK Financial Conduct Authority’s rules). 
Financial intermediaries are required to satisfy themselves that the 
information in this document is suitable for any person to whom they 
provide this document in view of that person’s circumstances and purpose. 
MSIM shall not be liable for, and accepts no liability for, the use or misuse 
of this document by any such financial intermediary. If such a person 
considers an investment she/he should alwa ys ensure that she/he has 
satisfied herself/himself that she/he has been properly advised by that 
financial intermediary about the suitability of an investment. 

U.S.
A separately managed account may not be suitable for all investors. 
Separate accounts managed according to the Strategy include a number 
of securities and will not necessarily track the performance of any 
index. Please consider the investment objectives, risks and fees of the 
Strategy carefully before investing. A minimum asset level is required. 
For important information about the investment manager, please refer 
to Form ADV Part 2.

Please consider the investment objectives, risks, charges and 
expenses of the funds carefully before investing. The prospectuses 
contain this and other information about the funds. To obtain 
a prospectus please download one at morganstanley.com/im 
or call 1-800-548-7786. Please read the prospectus carefully 
before investing.
Morgan Stanley Distribution, Inc. serves as the distributor for 
Morgan Stanley Funds. 

NOT FDIC INSURED | OFFER NOT BANK GUARANTEED | MAY LOSE 
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY | 
NOT A BANK DEPOSIT 

HONG KONG
This document has been issued by Morgan Stanley Asia Limited for use in 
Hong Kong and shall only be made available to “professional investors” as 
defined under the Securities and Futures Ordinance of Hong Kong (Cap 571). 
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SINGAPORE
This document should not be considered to be the subject of an invitation 
for subscription or purchase, whether directly or indirectly, to the public 
or any member of the public in Singapore other than (i) to an institutional 
investor under section 304 of the Securities and Futures Act, Chapter 
289 of Singapore (“SFA”), (ii) to a “relevant person” (which includes 
an accredited investor) pursuant to section 305 of the SFA, and such 
distribution is in accordance with the conditions specified in section 305 
of the SFA; or (iii) otherwise pursuant to, and in accordance with the 
conditions of, any other applicable provision of the SFA. In particular, 
for investment funds that are not authorised or recognized by the MAS, 
units in such funds are not allowed to be offered to the retail public; 
any written material issued to persons as aforementioned in connection 
with an offer is not a prospectus as defined in the SFA and, accordingly, 
statutory liability under the SFA in relation to the content of prospectuses 
does not apply, and investors should consider carefully whether the 
investment is suitable for them. 

AUSTRALIA 
This publication is disseminated in Australia by Morgan Stanley Investment 
Management (Australia) Pty Limited ACN: 122040037, AFSL No. 314182, 
which accept responsibility for its contents. This publication, and any 
access to it, is intended only for “wholesale clients” within the meaning 
of the Australian Corporations Act. 
All information contained herein is proprietary and is protected under 
copyright law. 
Morgan Stanley Investment Management is the asset management 
division of Morgan Stanley. 
This document may be translated into other languages. Where such a 
translation is made this English version remains definitive. If there are 
any discrepancies between the English version and any version of this 
document in another language, the English version shall prevail.
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